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$10,000 cash and retains a $40,000 production
payment payable out of Y. At the time D ac-
quires the property, it is estimated that
500,000 tons of mineral are recoverable from
the property. In 1975, D produces a total of
50,000 tons from the property. D’s cost deple-
tion for 1975 is $5,000 determined as follows:

Basis in property: $50,000
Total recoverable units: 500,000
Rate of depletion per ton: $0.10

($50,000÷500,000)
Cost depletion for year: $5,000

($0.10 ×50,000)

(b) Exception. (1) A production pay-
ment carved out of a mineral property
(or properties) for exploration or devel-
opment of such property (or properties)
shall not be treated as a mortgage loan
under section 636(a) and this section to
the extent gross income from the property
(for purposes of section 613) would not
be realized by the taxpayer creating
such production payment, under the
law existing at the time of the creation
of such production payment, in the ab-
sence of section 636(a). See section 83
and the regulations thereunder, relat-
ing to property transferred in connec-
tion with the performance of services.
For purposes of section 636(a) and this
paragraph, an expenditure is for explo-
ration or development to the extent
that it is necessary for ascertaining
the existence, location, extent, or qual-
ity of any deposit of mineral or is inci-
dent to and necessary for the prepara-
tion of a deposit for the production of
mineral. However, an expenditure
which relates primarily to the produc-
tion of mineral (as, for example, in the
case of a pilot water flood program
with respect to the secondary recovery
of oil) is not for exploration or develop-
ment as those terms are used in section
636(a) and this paragraph. Whether or
not a production payment is carved out
for exploration or development shall be
determined in light of all relevant
facts and circumstances, including any
prior production of mineral from the
mineral deposit burdened by the pro-
duction payment. However, a produc-
tion payment shall not be treated as
carved out for exploration or develop-
ment to the extent that the consider-
ation for the production payment:

(i) Is not pledged for use in the future
exploration or development of the min-
eral property (or properties) which is
burdened by the production payment;

(ii) May be used for the exploration
or development of any other property,
or for any other purpose than that de-
scribed in subdivision (i) of this sub-
paragraph;

(iii) Does not consist of a binding ob-
ligation of the payee of the production
payment to pay expenses of the explo-
ration or development described in sub-
division (i) of this subparagraph; or

(iv) Does not consist of a binding ob-
ligation of the payee of the production
payment to provide services, materials,
supplies, or equipment for the explo-
ration or development described in sub-
division (i) of this subparagraph.

(2) In the case of a carved-out produc-
tion payment only a portion of which
is subject to the exception provided in
this paragraph, the rules contained in
paragraph (a) of this section with re-
spect to the treatment of income and
deductions where a production pay-
ment is treated as a loan shall apply to
the portion of the taxpayer’s income or
expenses attributable to the production
payment which bears the same ratio to
the total amount of such income or ex-
penses, as the case may be, as the
amount of the consideration for the
production payment which would have
been realized as income in the absence
of section 636(a), by the taxpayer creat-
ing such production payment, bears to
the total consideration to the taxpayer
for the production payment. For exam-
ple, A, owner of a mineral property,
carves out a production payment in
favor of B for $600,000 plus interest in
return for $600,000 cash. A pledges to
use $400,000 for the development of the
burdened mineral property. In each of
the payout years loan treatment ap-
plies to one-third of the income and ex-
penses of A and B attributable to the
production payment.

(c) Treatment upon disposition or termi-
nation of mineral property burdened by
production payment. (1)(i) In the case of
a sale or other disposition of the min-
eral property burdened by a production
payment treated as a loan pursuant to
this section, there shall be included in
determining the amount realized upon
such disposition an amount equal to
the outstanding principal balance of
such production payment on the date
of such disposition. However, if such a
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production payment is created in con-
nection with the disposition, the
amount to be so included shall be the
fair market value of the production
payment, rather than its principal
amount, if the fair market value is es-
tablished by clear and convincing evi-
dence to be an amount which differs
from the principal amount. See section
1001 and the regulations thereunder. In
determining the cost of the transferred
mineral property to the transferee for
purposes of section 1012, the outstand-
ing principal balance of the production
payment shall be included in the cost.

(ii) The provisions of this subpara-
graph may be illustrated by the follow-
ing examples:

Example 1. A, the owner of mineral prop-
erty X which is burdened by a carved-out
production payment to which section 636(a)
applies having an outstanding principal bal-
ance of $10,000, sells property X to B, an indi-
vidual, for $100,000 cash. The amount realized
by A on the sale of property X is $110,000. B’s
basis in property X for cost depletion and
other purposes is also $110,000.

Example 2. Assume the same facts as in ex-
ample 1 except that the production payment
is retained by A in connection with the sale
of property X to B, that section 636(b) applies
to the production payment, that the produc-
tion payment includes, in addition to the
$10,000 principal amount, an additional
amount equivalent to interest at a rate
which precludes application of section 483,
and that the fair market value of the produc-
tion payment is $9,000. The amount realized
by A on the sale of property X is $109,000. B’s
basis in property X for cost depletion and
other purposes is $110,000. A’s basis in the re-
tained production payment is $9,000. If the
production payment is paid in full, A realizes
income of $1,000 plus the amount equivalent
to interest, which income is includible in A’s
gross income at the time when such amounts
would be so includible if such production
payment were a loan.

Example 3. C, the owner of mineral prop-
erty Y, sells the mineral property to D for
$500,000 cash. Property Y is burdened by a
carved-out production payment with an out-
standing principal balance of $600,000, 40 per-
cent of the consideration for which was
pledged for the development of property Y.
The amount realized by C on the sale is
$860,000 ($500,000 plus $600,000×.60). D’s basis in
property Y for cost depletion and other pur-
poses is $860,000.

(2) In the case of the expiration, ter-
mination, or abandonment of a mineral
property burdened by a production pay-
ment treated as a loan pursuant to this

section, for purposes of determining
the amount of any loss under section
165 with respect to the burdened min-
eral property the adjusted basis of such
property shall be reduced (but not
below zero) by an amount equal to the
outstanding principal balance of such
production payment on the date of
such expiration, termination, or aban-
donment. Thus, in example 2 in sub-
paragraph (1)(ii) of this paragraph, if B
abandons the mineral property at a
time when $5,000 of the principal
amount of the production payment re-
mains unsatisfied, B’s adjusted basis
immediately before the abandonment
would be reduced by $5,000 for deter-
mining his loss on abandonment under
section 165.

(3) In the case of a transfer of a por-
tion of the mineral property burdened
by a production payment treated as a
loan pursuant to this section, such pro-
duction payment shall be apportioned
between the transferred portion and
the retained portion by allocating to
such transferred portion that part of
the outstanding principal balance of
the production payment which bears
the same ratio to such balance as the
value of such transferred portion (ex-
clusive of any value not related to the
burdened mineral) bears to the total
value of the burdened mineral property
(exclusive of any value not related to
the burdened mineral).

(4) In general, the entire amount of
gain or loss realized pursuant to this
paragraph shall be recognized in the
taxable year of such realization. See
section 1211 for limitation on capital
losses. This subparagraph shall not af-
fect the applicability of rules providing
exceptions to the recognition of gain or
loss which has been realized (e.g., a
transfer to which section 351 or 1031 ap-
plies). However, see section 357(c) with
respect to the assumption of liabilities
in excess of basis in certain tax-free ex-
changes. Furthermore, in the case of a
transaction which otherwise qualifies,
gain realized on a transfer of a mineral
property to which section 636(b) applies
may be returned on the installment
method under section 453.

[T.D. 7261, 38 FR 5463, Mar. 1, 1973]
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